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Abstract
Fair value measurement became pervasive to financial reporting over last 20 years. Under fair value accounting, entities are 
obliged or permitted to measure particular assets and liabilities at their fair values as at the reporting dates. The opponents of fair 
value accounting insist on that financial reporting based on fair value measurement has accelerated the financial crisis and 
significantly worsened the impact on affected companies. The paper aim is to contribute to the actual debate whether fair value 
accounting played the role of a messenger or a mover in the recent financial crunch and subsequent economic recession and to 
analyse the characteristics of fair value accounting from the economic point of view, also to examine and depict the advantages 
and disadvantages connected to fair value, providing the reader with objective information and thorough insight into the 
problems and benefits of fair value. Partial objectives of this paper are to provide information about the evolution of fair value 
and are to examine and describe the possible future development of fair value.
© 2015 The Authors. Published by Elsevier Ltd.
Peer-review under responsibility of Kaunas University of Technology, School of Economics and Business.
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Introduction
Few years ago IASB completed a joint project with the Financial Accounting Standards Board (FASB) on fair 
value measurement. The result is IFRS 13, Fair Value Measurement. The standard defines fair value, establishes a 
framework for measuring it, and requires significant disclosures relating to it.
IFRS 13 applies therefore to the fair value measurements that are required or permitted by those standards not 
scoped out by IFRS 13. It replaces the inconsistent guidance found in various IFRSs with a single source of 
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guidance on measurement of fair value, and has an effective date of 1 January 2013. The standard has been applied 
prospectively and could be adopted early.
Prochazka (2011) points out that measurement of accounting elements is one of the crucial factors in the process 
of preparing financial statements, which fairly present economic activity of an accounting entity. Elements of 
financial statements can be measured by various attributes, corresponding to the nature of an element and the 
purpose for which the element has been incurred by entity. The reliability and relevance of the attribute measured 
are the key points of measuring assets, liabilities, equity and other elements.
In connection with the recent financial and subsequent economic crisis, many opinions appeared blaming fair 
value measurements in financial statements to be one or even the main driver of the crisis. There are of course 
dissenting points of view. The aim of this paper is to analyze economic backgrounds of fair value and to depict 
strengths and weaknesses of the fair value concept for accounting purposes. Based on these findings, the paper will 
evaluate the role of fair value accounting in the contemporary financial and economic crisis.
Fair value is time-specific. Financial statements of entities that utilized the fair value method are most indicative 
of the entities´ financial situation at the time that this statement is finalized. Therefore, even if the entity does not 
make any new transfers of assets or changes to its accounts, a different market environment would deem its financial 
situation different. 
The closest indicator of fair value estimate is the current market price for the similar asset, in the similar location, 
condition and under similar lease arrangement or other contract. In case that this information is not available, the 
entity should derive the estimated price from other sources, such as the current price of different assets and factor in 
the differences later to get a more reliable estimate.
There is a huge amount of literature relating to both general measurement issues and the impact of fair value on 
economy during the recent crunch, too. Some authors have scrutinised the influence of fair value measurement on 
the companies using empirical data from their financial statement to evaluate the extent of fair value accounting and 
their possible effect on deepening the financial and economic crisis.
Other authors have searched for arguments based on accounting theory, which can help depict strengths and 
weaknesses of fair value accounting in general and in unstable times specifically. Both approaches are of a great 
value and provide us with important insight into the nature and causes of the slump and the role of fair value. 
Nevertheless, an important aspect is on the edge of interest in the current debate.
Accounting is a tool of transmitting the economic information about subjects operating in economic environment. 
Therefore, the verdicts on the role of fair value accounting during the crisis ought to be backed up by the 
corresponding inferences of economic theory. The paper’s conclusions should serve as a contribution to the actual 
debate whether current guidance on fair value accounting played the role of a messenger or a cause in the recent 
financial crunch and subsequent economic crisis. 
1. Fair value usefulness in financial statements
When assessing the quality of fair value information, a natural question to ask is whether this information is 
useful to investors. In fact, the main objective of financial reporting is to provide information that is useful to 
investors, creditors and others in making investment, credit and similar resource allocation decisions. Although 
financial reporting users include a large numbers of subjects, both the FASB and IASB focus on the needs of 
participants in capital markets. This is because investors are considered the ones who are most in need of 
information from financial reports, as they cannot usually request information directly from the firm. Moreover, as 
they provide risk capital to firms, the provisions of financial statements that meet their needs also meet most of the 
needs of other users. As a result, investors’ needs are considered as highly representative of the needs of a wide 
range of users. For this reason, empirical research has long been focusing on the relation between fair value 
accounting and share prices or returns. Equity values reflect an accounting amount only if the information is relevant 
to investors in valuing a firm and is measured reliably enough to be reflected in share prices (Barth et al., 2001). 
Most of the research on fair value accounting has focused on the US as fair value accounting has long been used 
there. Furthermore, empirical studies have mainly focused on banks, which are largely comprised of financial assets 
and liabilities measured at fair value. Although this literature provides useful insight into the contribution of fair 
value to financial reporting quality, it must however be taken with some caution. In fact, many studies are prior to 
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FAS 157 and IFRS 13, when fair value was not clearly defined as exit value, nor was the procedure for absence of 
active markets clearly laid-out. 4.1. Fair value relevance for financial instruments. As mentioned, much of the 
research on fair value accounting has focused on the bank sector providing mixed results. Barth (1994), for instance, 
examines a sample of US banks with data from 1971-1990 and finds that investment securities’ fair values are 
incrementally associated with bank share prices after controlling for their book values. However, when examined in 
an annual return context, results provide instead mixed evidence. One leading candidate for ambiguous finding is 
that the securities’ gains and losses estimates contain too much measurement error relative to the true underlying 
changes in their market values. Using essentially the same database, Barth et al. (1995) confirms the Barth (1994) 
findings and lends support to the measurement error explanation. In fact, fair value-based measures of net income 
are found to be more volatile than historical -based measures, but incremental volatility is not reflected in bank share 
prices. Petroni and Wahlen (1995) find that fair values of equities and Treasury securities are value-relevant, 
whereas fair values of municipal and corporate bonds are not, thus suggesting that fair values of securities actively 
traded in the market are considered as more reliable. Nelson (1996) documents that fair value of bank loans; 
deposits and long-term debt are not value-relevant.
2. Reliability and relevance of fair value measurement
In contrast, Barth et al. (1996) find that fair values of loans are value-relevant, whereas Cher et al. (1996) find the 
value relevance of loans only in limited settings. Finally, Venkatachalan (1996) examines the value relevance of 
derivative fair values and finds that such fair values are positively associated with equity market value. Empirical 
research therefore shows that fair value relevance varies according to the source of information. This issue has been 
further investigated after the FAS 157 issuance as valuation inputs have been categorized into a three level fair value 
hierarchy. Estimating fair value for assets and liabilities is in fact relatively easy if they are actively traded in liquid 
markets, whereas it becomes more complicated if active markets do not exist. When there is not a directly 
observable exit price, valuation techniques must be used to measure fair value. Valuation techniques use Level 2 or 
Level 3 inputs of the IFRS 13 and FAS 157 fair value hierarchy. Using a sample of large financial institutions, 
Kolev (2009) documents a significant positive association between stock prices and fair values of net assets 
measured using all the inputs of the fair value hierarchy. However, the coefficients on mark-to-model estimates are 
consistently lower than those on the mark-to-market fair values (Level 1), even though the difference is significant 
only for Level 3 net assets. This study suggests that investors are aware of estimation errors and, therefore, value the 
three levels of the fair value hierarchy differently. Goh et al. (2009) also observe significant variation in the pricing 
of different levels of fair value assets, with the pricing being less for mark-to-model assets, i.e. assets with lower 
liquidity and greater information risk, than for mark-to-market assets. They also find that the pricing of mark-to-
model assets declined over the course of 2008, consistent with increasing market concerns about illiquidity and 
information risk associated with these assets. Using a sample of quarterly report by banking firms, Song et al. (2010) 
find evidence that fair value measurements of Level 1, Level 2, and Level 3 inputs are all value-relevant, consistent 
with prior research. However, Level 3 assets are valued less than Level 1 and Level 2 assets. In addition, 
coefficients on Level 3 fair values are less than 1, which suggests that investors perceive reliability concerns for 
Level 3 assets. As for Kolev, the lower valuation of Level 3 assets is consistent with investors decreasing the weight 
they place on less reliable fair value measurements. Some studies have focused directly on the predictive capability 
of mark-to-model valuation techniques. Kim and Ritter (1999), for instance, examine the predictive ability of market 
multiples based on historical numbers and find that they do a relatively poor job without further adjustments for 
differences in growth and profitability. Price-earnings multiples using forecasted earnings result instead in much 
more accurate valuation. Palea and Maino (2012) find that transaction and market multiples tend to estimate exit 
values. Transaction multiples are in fact cases of 'revealed preferences', i.e. they refer only to successful transactions 
and incorporate synergy expectations as well as other positive factors which increase transaction prices, while 
market multiples tend to elide the idiosyncratic component of risk. Finally, Fiechter and Novotny-Farkas (2011) 
provide evidence that value relevance of fair value estimates also varies cross section ally and across time. Using an 
international sample of banks from IFRS adopting countries, they demonstrate that fair values are generally value 
relevant, although valuation coefficients vary with institutional and firm-specific factors. In fact, optionally fair 
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valued assets appear to experience a discount in countries with low regulatory quality. Furthermore, they show that 
significant exposures to subprime investments result in substantially lower value relevance for financial assets at fair 
value. They also find that the value relevance of fair value assets has decreased as the financial crisis worsened. 
Much of the empirical research on non-financial assets has also focused on the United States as well as on Australia 
and the United Kingdom as these countries have long permitted upward asset revaluation for such assets. Most 
studies, including Easton et al. (1993), Barth and Clinch (1996), Barth and Clinch (1998) and Muller and Riedl 
(2002), examine revaluations of tangible fixed assets, which fall into Level 3 category of the fair value hierarchy and 
are therefore subject to a greater amount of management discretion. 
Using a sample of Australian firms with data from 1984-1990, Easton et al. (1993) estimate annual return
regressions and find that asset revaluations of tangible long-lived assets have incremental explanatory power relative 
to earnings and changes in earnings. Barth and Clinch (1998) also use a sample of Australian firms but from a later 
period, 1991-1995, and estimate annual stock price regressions to determine if financial, tangible, and intangible 
asset revaluations have incremental explanatory power relative to operating earnings and equity book value less the 
book value of re-valued assets. Barth and Clinch (1998) find re-valued investments are incrementally priced. 
Contrary to the view that intangible asset revaluations are likely to be noisy and uninformative, their study finds a 
positive association between such revaluations and share prices. With the exception of mining firms, they instead 
fail to find a significantly positive association between and equipment revaluations. By focusing on investment 
property firms, Muller and Riedl (2002) find evidence that the market finds asset revaluations estimates made by 
external appraisers more informative than those made by internal appraisers, thus suggesting external appraisals to 
be more reliable. This result is in line with Cotter and Richardson (2002), who also found that external appraisals are 
more reliable than those made by directors for a sample of Australian firms from the 1981-1994 period. Finally, 
Aboody et al. (1999) examine the performance prediction and pricing implications of fixed asset revaluations for a 
sample of UK firms from the 1983-1995 period. Findings show that upward revaluations are significantly positively 
related to changes in future performance, measured by operating income and cash from operations. Current year 
revaluations are also significantly positively related to annual stock returns, and current year asset revaluation 
balances are significantly positively related to annual stock prices. However, the study also finds that relations 
between revaluations and future performance and prices are weaker for higher debt-to-equity ratio firms, thus 
suggesting that managerial manipulation affects the usefulness of asset revaluations made by managers of firms 
facing the pressure of financial distress. 
Conclusions
This paper highlights that historical cost and fair value accounting must not be considered as competitors, as they 
serve different purposes. Historical cost provides investors with the cost of the investment, while fair value gives a 
measure of what the management expect to get in return from a certain investment. Knowledge of fair value is 
important, although it is not enough. Users also need to know the cost of the investment. In fact, knowing how much 
resources have been sacrificed to obtain that fair value, they could effectively evaluate stewardship. This paper 
therefore concludes that both historical cost and fair value should be provided as only together they can deliver 
complete and useful information to investors. As a consequence, the adoption of a dual measurement and reporting 
system should be considered and discussed at a standard setting level. 
According to the advantages and disadvantages of the concept of fair value in accounting, it is quite obvious and 
clear that this concept is far from being perfect. It is very difficult to determine whether its contribution to the 
improvement of accounting is really beneficial. On the one hand there are many reasons why the users of this 
method are better off, but on the other hand there are also several reasons why they are worse off. In fact, many of 
relevant sources express their mixed views about the extent to which IFRS are becoming imbued with the current 
IASB/FASB fascination with fair value accounting (Novoa, A. and Solé J., 2009). Although the fair-value 
discussion seems to be far from over now,  the current crisis provided an interesting setting to further explore these 
issues, understand them better and hopefully urge responsible institutions to fix the imperfections within the system 
to make it work correctly and more effectively.
However, current definition of fair value in IFRS 13 from our point of view still remains somehow unclear. There 
are some questions, which need a deeper explanation, e.g. should fair value be an exit price, as stated in standard, or 
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an entry price, a mid price, a neutral price? Moreover, we can see a conceptual contradiction between requirements 
on the fair value determination and the approach to the classification with particular element of the balance sheet. 
Fair value should be independent on the entity, but the classification of an element often depends on the purpose 
why the entity acquired the element. The classification influences the subsequent measurement of the element. The 
discretion in the classification of balance sheet elements can lead to the outcome that the same element is treated 
differently across entities (some entities may measure the element at its fair value, others at its historical costs, etc.). 
The comparability and relevance of financial statements are then reduced. The definition of fair value and principles 
of its usage are crucial factors in achieving true and fair view of economic reality in financial statements. 
The last issue, which requires the attention, concerns the determination of fair value in the concrete situations. In 
this connection, it is necessary to decide whether only one fair value for the element exists or if it is possible that 
several fair values can exist for the particular item. This problem arises chiefly when the evidence of market prices 
is missing. The guidance on fair value in financial reporting standards sets the duty to derive fair value under 
condition of hypothetical arm’s length transaction. However, even if the responsible person does his/her best, it is 
impossible to omit own perceptions of the market situation (Mises, 1996). Thereby, financial reporting is caught in a 
little schizophrenic situation. According to standards, fair value information is not entity-specific and the fair value 
across entities should be the same.
Does this mean that the selection process for FASB members has been captured by special interests from 
finance? It’s hard to say for certain. Members are chosen by the trustees of the private Financial Accounting 
Foundation in a poorly understood process that is often influenced by the Securities and Exchange Commission. The 
growth in the proportion of FASB members who have backgrounds in financial services may represent the growth in 
that industry—and the growth in its political clout. Also, the SEC and the FASB have generally viewed the asset-
management sector of the financial services industry not as a special interest but as a consumer of accounting 
information whose interests need to be protected. In any case, more research is needed to explain why financial 
services representation has increased.
To conclude, fair value measurement should not be blamed for the economic downturn and financial crunch; the 
root of problems is lying outside this part of financial reporting. As Prochazka (2011) states, the recent financial 
crisis helps us to reveal that fair value can be an important tool to distinguish healthy companies from unhealthy 
ones. We may even suppose that fair value measurement is a very useful in the process of scarce resources 
allocation. This assertion is in the line with the empirical findings and conclusions of Khan (2010) according to 
which “Fair value merely accelerates the price and resource allocation adjustment processes resulting in a 
relatively speedy return to financial stability”. Fair value as a market price always encompasses the expectation of 
market participants about future course of demand for and supply of particular economic good. Thus, market prices, 
of which fair value is the most powerful representative, play an important role for smooth functioning of market 
economy and all efforts calling for its suspension are odd.
They are of course some limitations to use of fair value accounting. Although fair value measurement is not 
directly assignable to the financial crisis, many issues need to be resolved. The most problematic is the measurement 
of financial instruments, which qualify no better than for the Level 3 of fair value hierarchy. The valuation of Level 
3 positions is based on models with unobservable market inputs. The resulting fair values are subjective and 
difficult/ impossible to verify by the users outside the entity. During the financial crisis, markets of certain financial 
instruments have become illiquid, and as a result, fair values posses less reliability than usual.
There are two possible, but not ideal solutions, how to enhance relevance of accounting information. Firstly, one 
might suggest excluding financial instruments, which can be measured at fair value only with the reference to 
unobservable market inputs, out of scope of fair value accounting. However, this solution is doubtful in times of 
unusual market movements such last financial crisis. It can happen that an active market can cease to exist for some 
instruments, which were previously measured at fair value with reference to directly ascertainable market price. The 
change from fair value measurement basis to another basis, whichever it would be, can violate the perception of 
comparability of accounting information in the eyes of investors. Secondly, the instruments, for which neither Level 
1, nor Level 2 are available, may be measured at zero value to express that they could not be traded at markets. The 
automatic impairment to zero would be also an important issue in turbulent times, when the markets are not 
functioning at all. Therefore, we may wish to retain current system with all its disadvantages (low reliability of and 
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higher possible discretionary in measurement) as it represents a model with balanced benefits and costs.
Whichever solution will be followed, the limits of financial reporting as information source shall not be ignored. 
When implementing financial reporting standards, all interested parties (standard setters, preparers and users) should 
be aware that the measurement in accounting is mostly surrogated by its nature. We are not able to define a solid set 
of principles for the measurement, which would ensure perfect (absolute) portrait of economic reality in the 
financial statements. The measurement in financial reporting is always conforming to the present-day economic 
paradigm and is, therefore, subject to a possible change. However, the fluctuations of economic performance within 
a single paradigm (i.e. recent credit crunch) cannot be a reason for the abolishing of the principles in force (i.e. fair 
value accounting).
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